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This paper presents the results of research on the efficiency of mergers carried out in the Czech Republic. The aim of the
research is to find out if the mergers have met the expectations of the management and the owners of the merging companies.
The methodology of the solution is based on the determination of the success factors of mergers, the classification of the
level achieved by the mergers, the separation of the successful ones from the unsuccessful ones, the identification of the
problems and the formulation of the hypotheses. The object of the analysis is a representative sample of mergers of all those
carried out in the Czech territory at the interval of 6 years. The effect of the company size on the success of mergers is also
examined. The results were verified testing the hypotheses with empirical data. The tests performed with the data taken from
financial statements of the recent 7 years have confirmed that failure of mergers can be expected in 55 %68 % of the basic
set, i.e. all mergers implemented in the monitored period, with 95 % reliability. Research has found no direct correlation
between the size of the acquiring company and the success of the merger. The results of the questionnaire research lead us
to the conclusion that the highest risk in merger implementation in the Czech conditions is maintaining of employees and
customers; on the other hand, a merger that follows an acquisition and thus represents finishing of the transformation
process of a company seems to be trouble-free.
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Introduction

Mergers and acquisitions form a significant part of
direct investments and are a popular strategy of the
management of trading companies and are motivated by the
global players recognized today whose expansion to the
international level was performed through mergers, more
efficient resource use or the typical motive of cost savings,
which is usually a prevention of expected problems with
profitability or solvency. However, irrespective of the
motivation or enthusiasm with which the mergers are
implemented, their result is often a failure. This assertion
represents the most frequent conclusion of research studies
dealing with the issue of mergers and acquisitions (for more
see e.g. Towers Perrin, 2009; KPMG, 2011). The same has
been ascertained by the authors of this paper after their own
research in the Czech territory. The aims of this paper are to
present this result and initiate the discussion on selected
aspects and determinants of success or failure of mergers
that could not be quantified up to now.

The need for more extensive investment in the USA at
the end of the 19" century was an impulse for strengthening
the growth potential of production and business enterprises.
There was a greater number of company transformations
and their merging, which often led up to a monopoly
position in the market. In the years 1916-1929, oligopolies
began to be promoted instead of monopolies, and with them
related the vertical transformations of the company in the
form of upstream or downstream mergers. Gradually,
conglomerate and congeneric mergers became more and
more common, the former combining companies in

completely different industries, the latter combining
companies in similar industries but producing different
products. At the end of the last century, the attractiveness of
international mergers grew, and in the last decade, a high
amount of mergers were implemented as a consequence of
globalization as well as support from the government and
growth of private equity funds. Cross-border mergers and
acquisitions are often made in the form of foreign direct
investment and its tributaries and drains are constantly
changing over time (Lankauskiene & Tvaronaviciene, 2011;
Simelyte & Antanaviciene, 2014). This uneven development
of mergers and acquisitions takes place in waves that occur at
a certain level of economic development. Many scientific
studies and publications describe the emergence of mergers
and explain their causes. Although we cannot predict the
timing of each wave of mergers and acquisitions, a number
of authors finds a correlation between the activities in the
market of mergers and acquisitions and the course of the
economic cycle. More specifically, these issues describe eg.
Allen & Overy (2011), Bruner (2004) and Dorata (2012).

The research into mergers, especially if the author deals
with their results and economic impacts, is troublesome,
mainly due to the fact that success is an abstract term and its
meaning can differ with different points of view. This has
been proved by the non-homogenous approach of various
authors who evaluate success based on e.g. profit criteria,
the degree to which the owners’ expectations are met, prices
of stocks, or as compared to costs of the opportunity which
can also be interpreted differently.

First of all, it is necessary to find an objective way to
evaluate the economic effect of a merger. In our opinion,
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this can be the profit or loss of enterprises in the individual
years before and after the merger implementation
(Kocmanova & Simberova, 2011; Kraftova et al., 2011;
Sedlacek et al., 2014). Before we start a detailed analysis or
presenting results in percents, we need to deal with the
impact of mergers from the macroeconomic perspective, i.e.
the changes in the productivity of the combined companies
as a whole (Hyblova, 2014). The key is a comparison of the
total profit of randomly chosen sample of companies before
and after the transaction. The results are presented in Figure

1. The trendline in the graph shows that the total economic
effect of mergers is neutral or slightly negative. We can
therefore reject the hypothesis that the total effect of
mergers is positive although the percentage expression of
study results speaks in favour of unsuccessful mergers
because in the total sum one successful merger can make for
more unsuccessful ones. However, as we will present later,
the total effect is not as negative as when evaluated
separately.
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Figure 1. The General Impact of Mergers on Productivity of Companies in the Past Six Years

An implementation of each merger or acquisition is
preceded by the company owners’ decision that can be
motivated by various factors. This is the initial point of
research into transaction consequences as the utility value
of its implementation depends on the motivation that came
at the very beginning. Company KPMG (2011), one of the
Big Four auditors, has published a study showing that the
most common reason for M&A is to reach a better market
position (total 48 % of transformed companies in 1997—
2009). As further motives of KPMG clients who realized an
acquisition or merger in this period were detected: Increase
in market share (35 %) Geographic growth (27 %)
Expanding into the growing sector (27 %), Synergies of cost
(19 %) and others. The common feature of all the presented
rationales is the effort to achieve profit, as the main
motivation for business.

Progressive globalization of the economy requires
integration at a transnational scale, which puts new
requirements on M&A processes and increases the risk of
failure. An implementation of a merger or an acquisition is
not a guarantee of success. What matters is the quality of
planning and conducting all partial processes and decisions
if the owner’s expectations are to be met. Mergers and
acquisitions are opportunities for growth and improvement;
however, it needs to be considered that they are
sophisticated processes in which different companies with
different cultures collide. The aims of our research
presented in this paper are to determine success and failure
of mergers according to appropriate methodology, to
identify successful and failed mergers realized in the Czech
territory, to assess the causes and compare results with
studies of renowned authors. The formulated hypothesis
assumes that the number of failed mergers will correspond
to the data published in scientific studies and international
sources of information.

The frequent cause of M&A failure is the unrealistic
expectations of management and owners related to the
future potential of the successor’s company, unclear
conception and mistakes in strategic management, little
flexibility and the inability to react quickly to changes. A
huge flaw is the human factor, mainly the unwillingness to
identify with the new company, management’s lack of
experience and professional knowledge, and these can even
spoil what was originally a good plan. The success of the
transformation is threatened from the outset, if its cause is
only the excessive expectation of management.

Theory and Hypothesis

Most of studies investigating the success of mergers
irrespective of the year of implementation ascertained that
54 % up to 90 % of implemented transactions did not bring
the expected benefits or ended in failure (Lovallo and
Kahneman, 2003; Pfeffer and Sutton, 2006; Steger &
Kummer 2007; Meyer, 2008; Waldman and Javidan, 2009).
Still (2010) says, that one-third of mergers create
shareholder value, whereas onethird destroy value and
another one third do not meet expectations. According to
KPMG (2011), which sums up the results of mergers of their
clients in the past 13 years, the value for company owners
after the transaction increased in 17 % up to 34 % of cases,
while in the others the economic effect did not occur or the
value of the company even decreased (see Figure 2).

One of the basic prerequisites for further presentation of
the research is the usage of terms merger and acquisition.
Authors usually do not distinguish between them and use
the summarizing term M&A. However, there are significant
differences between mergers and acquisitions (legal,
accounting, taxation and social differences) which have
economic impacts on the participating companies
(Bohusova, 2011; Malikova & Brabec, 2012). Studies and
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publications of foreign authors, e.g. Very (2004), Harford
(2005), etc., mainly concentrate on acquisitions, which are

closely related to financial flows and economic

consequences for investors.
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Figure 2. Tracking Trends in M&A Value Enhancement Over the Past 13 Years

A typical feature of acquisitions is that they do not
require agreement with the transaction of all participating
companies and they can even take a form of a hostile
takeover. The influx of new sources, the change of owners,
management conception and the integration of the acquired
company to the group should bring the expected returns.
Mergers, which are similar to an extent to acquisitions, are
not usually analysed separately (Brealey et al., 2008).
However, they are not purchases but the union of owners of
companies that participate in the merger (Sedlacek &
Kuhrova, 2012). The price of target company plays a role
only when companies with different (mutually independent)
stockholders merge (Barros & Domingues, 2013). The
presented research focuses in particular on mergers recorded
in the Trade Register (2013) as implemented in the territory
of the Czech Republic in the past six years.

The research is motivated by the needs of strategic
management of corporations and advisory law corporations
in solving of transformations of large companies as
confirmed by reference review of Global U.S. Independent
Investment Bank Moelis & Company (2016), which was
involved in 151 transactions in 2015. The initial method of
research is financial analysis in the form of parallel ratio
indicators that will allow the classification of the level of
mergers and the separation of successful transformations of
companies from failed. The object of the analysis is a
representative sample of mergers of all those carried out in
the Czech territory at the interval of 6 years. The result of
the analysis is the identification of problems and the
formulation of research issues in the field of developmental
trends in mergers in the context of world development, the
impact of the sector of economic activities and the size of
the successor companies. To quantify the causes of merger
failure, a quantitative analysis is selected in the form of a
structured questionnaire. Custom solutions, synthesis and
evaluation of results broaden knowledge in merger theory.
The presented model for the measurement of merger failure
can be advantageously applied in economic decision making
in any national economy as well as at the level of
transnational integration groups. The necessary data are
included in the current financial statements published by the
companies involved in the transactions. At present,

comparable overviews of developments in European and
global M&A markets are published, especially in terms of
their number and financial volume.

Methodology

The basic dataset of the mergers implemented at the
Czech market in the recent four years was used to random
select a representative sample of 201 Czech companies.
Consequently, we explored the data in their financial reports
for the following four years: the year before the merger,
which represents the comparison basis for the further periods,
the year of the merger, and the two years to follow. The
authors assume that the integration process has finished two
years after the merger and the company operations have
stabilized.

When analysing the merger success, the value of stocks
and the profit after tax the companies reported in their
financial statements are evaluated. The procedure consists
of three steps. Each one leads to an elimination of the
companies whose merger can be seen as unsuccessful. The
gradual elimination then leaves only those companies that
successfully implemented the merger from the point of view
of economic consequences and we gain the ratio of
successful and unsuccessful mergers (Kourilova &
Sedlacek, 2014).

Each step consists in testing if the companies meet a
specific criterion. The first two are based on the assumption
of a long-term company existence and thus the assumption
of a long-term development, which should be the target of
each trading company. The authors are therefore convinced
that a merger after whose implementation we can doubt the
further existence of the company cannot be considered
successful. The third step is the evaluation of profitability,
or rather its development in the monitored period. At this
stage, more attention is devoted to profit. However, profit
itself is not a reliable indicator of a merger effect on
economic results (Valouch ez al., 2015). Its development is
influenced not only by the processes inside the company but
also the external environment. Although all of the influences
cannot be identified separately, the data on profit are
modified based on the development of the industry where
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the company is active, which reduces the external influences
to an extent.

After the non-existent companies are eliminated in the
first step and the companies reporting a loss in the second
step, we can test the remaining companies as regards the
achieved productivity and meeting the expected synergic
effect. The basic measure is return on assets based on
formula:

EBIT

ROA= — Q)

ROA - return on assets
EBIT - earnings before interest and taxes
A - total assets

The ROA the year before the merger is calculated using the
following formula, based on the sum of values of n merging
companies:

The objective of the evaluation is the maximum possible
reduction of external influences that affect the company
regardless of its behaviour, i.e. mainly the economic
development. The requirement to control this factor is even
more demanding as in the monitored period there were
considerable fluctuations caused by the economic (2007—
2008) and then debt crises (2009). The profit in periods Rt
to Ry is therefore modified by removing the increase or
decrease in added value within the total GDP in the
individual economic activities by means of the Ir index. The
conversion of the changes of the gross added value in
individual economic activities, fixed prices, individual
years, as published by the Czech Statistical Office (2012)
into the shape of indices is presented in Table 1. The year
Rr.1 serves as the basis. The calculation of profitability in
years Ry to Rs.2 is done using equation

EBITR x IR

ROAR = (3)
— Z?:l EBIT; AR
ROAf_1 o, 2)
Table 1
Indices of Changes of the Gross Added Value for the Profit Modifications
Economic activity/Monitored period 2005 2006 2007 2008 2009 2010 2011
Agriculture, forestry and fishing 1.046 0.941 0.782 1.073 1.134 0.779 0.989
Industry, mining and extraction 1.152 1.16 1.062 1.094 0.906 1.076 0.934
Building 0.997 1.022 1.063 0.989 0.99 1.036 0.955
Trade, haulage, accommodation and catering 1.042 1.087 1.073 0.962 0.906 1.017 1.088
Information and communication activities 1.138 1.104 1.107 1.044 0.979 1.003 0.984
Activities in the field of real estates 1.113 1.055 1.027 1.08 0.986 1.084 0.972
Professional, scientific, technical and administrative activities 1.056 0.971 1.106 1.053 0.909 1.037 1.023
Public administration, education, health and social care 1.006 0.991 1.009 1.011 1.008 0.992 0.987

Source: CZSO (2012) and authors

The companies after the modification can be divided into
6 groups based on the ROA development in the three years

after the merger in compliance with the criteria presented in
Table 2.

Table 2
The Classification of Companies by the Return on Assets Criterion
Level Classification | Description

1 successful ROAg > ROA¢;

2 successful ROA; <ROA¢1; ROAgg. 12 > ROAs

3 successful The.values of ROA ﬂuctpate; the Weightefi mean of_ individual years after the‘ merger exceeds the value before the merger
(weights 1, 2, 3 — the weight grows with time, considering that complete stabilization comes about 12—18 months after).

4 unsuccessful The weighted mean < ROA¢;

5 unsuccessful ROA fluctuates aPFer the merger with a falling trend there is a loss at least in one of the periods or ROA dropped by more
than 10 % (the weighted mean compared to the value before the merger).

6 unsuccessful ROAg <ROA¢;.

Source: authors

The assessment is not based on absolute values but
mainly on the general trend as it is assumed that a
consequence of a successful merger is growth or
profitability stagnation. If the merger is motivated by non-
financial factors, profitability increase is not a condition, but
it should not decrease.

Using the classification given in Table 2, we can
determine the distribution function = and the confidence
interval according to equation 4.

(v 9 57 @

The condition for the use of normal distribution
approximation:

nn(l —m)>9 &)
where:

u(l_ g) — quantile of normal standardized distribution;
2

a — level of significance.

Hypothesis H1 — the number of unsuccessful mergers
will grow faster than the number of successful mergers and
their proportion in the entire number of implemented
mergers will not differ from the results published in global
studies (KPMG, 2011).

Division of the Sample Based on the Economic
Activity Methodology

The activities at M&A market increased at a specific
development stage of economy and M&A waves emerged,
characterized by a specific type of combination. In line with
the combination type, transactions were carried out inside
one economic activity or among more economic activities.

- 400 -



Inzinerine Ekonomika-Engineering Economics, 2018, 29(4), 397-404

We explored the affiliation of the companies participating
in mergers to the particular economic activities. If the
economic activity differs, the classification is based on the
dominant activity after the merger. The results of the
analysis will be summed up to a table with the numbers of
companies with the particular economic activities and years
of mergers.

Hypothesis H2 — assumes a decreasing trend of mergers
in traditional economic activities and increase in new, more
up-to-date economic activities.

Effect of the Successor Company Size on the
Transaction Success

According to Lehman & Phelps (2005) a merger or an
acquisition is a combination of two companies where one
corporation is completely absorbed by another corporation.
The less important company loses its identity and becomes
part of the more important corporation, which retains its
identity. A merger extinguishes the merged corporation, and
the surviving corporation assumes all the rights, privileges,
and liabilities of the merged corporation. l.e., the more
important company is expanded in consequence of the
assumption of assets and liabilities of the other participating
companies. Can the factor of the surviving company size
affect the merger success? We divided the companies in the
sample based on their relative size measured by the balance
sum reported by the successor company in the statement of
financial position in the year after the merger. The
classification follows the criteria of company size in
compliance with the European legislation (European
Commission, 2005) and contains 4 categories (see Table 3).
The number of mergers and their volume is examined in
each category (Moeller et al., 2004). The table also shows
how many mergers were implemented in the categories in
the monitored period.

Separating successful mergers from the unsuccessful
ones in each category and entering them into a graph, we
can evaluate the effect of the size factor. We can assume that
mergers of small trading companies will be simpler and
more transparent.

Hypothesis H3 — mergers of small companies in the
monitored period will be more successful as compared to
large companies.

Table 3

Company Categories Based on Volume of Assets (m€)

Category Micro Small Medium Large
Balance sum <2 <10 <43 >43
Number of mergers 36 72 60 33
Value of mergers 32.66 374.94 146.24 6792.92

Source: European Commission 2005

Causes of Merger Failures — Questionnaire Aurvey

The objective of this step is to identify the main causes
of failure of mergers in Czech territory. The chosen
methodology is quantitative analysis combining the method
of statistical survey using random selection and a structured
questionnaire. The questionnaire is addressed to the
management or the owners of all successor companies
within the sample, i.e. the groups evaluated as successful
and unsuccessful. This procedure is chosen to reveal a

possible mistake of evaluation but also due to the fact that
the group of respondents would be too small, should only
the unsuccessful group be examined.

The questions are not intentionally formulated as to
indicate failure — first, to standardize the questionnaire for
both the successful and the unsuccessful groups, second, to
retain the control function of the previous system based on
the analysis of documents. This is also related to the above
mentioned assumption that a merger, evaluated as
unsuccessful based on the financial reports, can be
perceived as opposite by the management and the owners,
especially if it was motivated by non-financial factors. The
last reason why success or failure are not mentioned in the
questionnaire is the worry that a negative bias of the
questions could be perceived by respondents as
“accusation” by the questionnaire authors and could distort
the responses by the effect of “role selection” as the
respondents might try to respond so that they seemed as
successful as possible.

The questionnaire contains 11 questions and an
additional opportunity for an open answer if the questions
do not provide an extensive set of possible answers. Because
of the need to standardize the questionnaire, the possible
causes of merger failures have to be summarized. Thanks to
the fact that both groups of respondents were addressed, we
can reach the conclusions in the context of the general
failure and the significance weight for the risk related to
specific steps can be established.

Hypothesis H4 — the main causes of failure of mergers
will not correspond to the results published in KPMG (2011)
due to the specific nature of the Czech market.

Results and Discussion

The detailed results of the classification of successful
and wunsuccessful mergers in percentage terms are
summarized in Tab. 4. At first successful mergers have been
separated for which the going concern assumption (Kl
criterion) and those that have achieved profit over the hole
four-year period (K2) have been reached. Subsequently,
failed mergers were identified, according to the
development of the ROA indicator (K3 criterion, level 1 to
3). The remaining transformations in the sample were tested
and divided into groups according to the level of return on
assets (Sedlacek & Kuhrova, 2012) calculated according to
equations (2) and (3).
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Table 4
The Total Classification of Mergers in the Sample by Criteria K1 Up to K3 (Number of Transactions)

Criterion Year 1 Year 2 Year 3 Year 4 In total Proportion in the sample
K1 — number of the excluded 2 3 5 3 13 6.47 %

K2 — number of the excluded 2 4 8 12 26 12.94 %

K3 — successful (level 1) 2 2 3 6 13 6.47 %

K3 — successful (level 2) 2 3 4 6 15 7.46 %

K3 — successful (level 3) 11 11 11 16 49 24.38 %

K3 — unsuccessful (level 1) 6 7 15 15 43 21.39%

K3 — unsuccessful (level 2) 6 6 5 6 23 11.44 %

K3 — unsuccessful (level 3) 2 6 5 6 19 945 %

Total number in the sample 33 42 56 70 201 100.00 %

Source: authors
The validity of the condition described by the inequality
(5) can be verified by calculating the distribution function

__ number of unsuccessful mergers

=12* ~ 06169

201

n

Condition based on (5) has been met because: nn(1 — w) =
201*0.6169(1 —0.6169)=47.5>9

For the selected level of significance a = 0.05 and the table
value of quantile of normal distribution 1.96, we can
establish the reliability interval using equation (4)

0.6169(1 — 0.6169) 0.6169(1 — 0.6169)
0.6169 — 1.96 ST TE— 0.6169 + 1.96 2

The interval estimate for A(m) is then (0.54969;
0.68411) and we can expect the real proportion of

unsuccessful mergers from all implemented mergers to be
55 % — 68 % with 95 % reliability. Hypothesis HI has been
confirmed as regards the development trend of the number
of mergers in the monitored period. The proportion of
unsuccessful mergers appears in the lower interval
ascertained by the KPMG study.

The results of the analysis of development tendencies of
activities in the field of mergers in the monitored period, as
divided into the particular economic activities, are
summarized in Table 5. It shows that activities in traditional
fields, such as industry and trade, are decreasing and more
up-to-date fields dominate, e.g. activities within real estates,
professional, scientific, technical and administrative
activities. The assumption formulated in hypothesis H2 has
been confirmed.

Table 5

Characteristics of the Examined Sample Based on Industries
Economic activity/number Year 1 % Year 2 % Year 3 % Year 4 % > %
Agriculture, forestry and fishing 1 3.03 2 4.76 2 3.57 3 4.29 8 3.98
Industry, mining and extraction 13 39.39 11 26.19 9 16.07 13 18.57 46 22.95
Building 2 6.06 1 2.38 5 8.93 11 15.71 19 9.40
Trade, haulage, accommodation and catering 9 27.27 11 26.19 16 28.57 16 22.86 52 25.89
Information and communication activities 3 9.09 4 9.52 6 10.71 5 7.14 18 8.97
Activities in the field of real estates 2 6.06 10 23.81 12 21.43 14 20.00 38 18.88
Professional, scientific, technical and 0 000 | 3 714 | 5 893 | 7 1000 | 15 | 7.43
administrative activities
Pupllc administration, education, health and 3 9.09 0 0.00 1 179 1 143 5 250
social care
Sum 33 100 42 100 56 100 70 100 201 100

Source: authors

We used graphical analysis to test hypothesis H3. The
graph shows the proportions of unsuccessful mergers within
the total number of merging companies in the selection set,
as divided based on size categories. The probability, that the
merger will be successful increases with an increasing
balance sum of the successor company in the year of merger
(see Figure 3). Hypothesis H3 has not been confirmed as
larger companies are more stable and probably less sensitive
to temporary disruptions of their internal processes that
occur mainly in the first year after the merger. Further, the
transaction costs need to be mentioned, as they relatively
decrease with the size of assets and also put larger
companies in a better position.

The questionnaire survey, whose aim was to find out the
main causes of failures of mergers, did not bring the
expected results. The essential drawback of quantitative
research was manifested — the return rate of questionnaires
was so low that the sample representativeness was lost.

Some companies do not wish to present their contacts
publicly or do not use electronic mail; some of them do not
reveal their valid addresses. We were able to get in touch
with 74 % of successor companies and only 13.5 % of the
sent questionnaires were responded to in a usable form. The
return rate of questionnaires does not allow us to analyse the
survey statistically, but we can make partial conclusions
important for merger implementation (Sorensen, 2000). The
acquired responses show that the highest risk is related to
the integration stage, when the company has difficulties
retaining its employees and customers. Another significant
factor for the merger’s success is the interdependence of
equity of participating companies, when the merger is only
finishing of the complex process of combination that was
started before the merger by purchasing another company.
Hypothesis H4 could not be reliably tested due to the
non-representative result of the questionnaire survey.
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Figure 3. The Relation between Merger Success and the size of Successor’s Company in Monitored Period

Conclusions

The tests performed to the data taken from financial
statements of the past six years have confirmed that failure
of mergers can be expected in 55 % — 68 % of the basic set,
i.e. all mergers implemented in the monitored period, with
95% reliability. This result appears inside the intervals of
M&A failures presented in overview studies and research
papers published by renowned auditor agencies. Also the
development tendencies in the field of mergers in particular
economic activities have been confirmed. The proportion of
activities in traditional fields decreased during the
monitored years in favour of new, more up-to-date
economic activities. Compared with the first observed year
was recorded a significant decrease in the proportion of
mergers in industry and commerce. On the other hand we
have seen significantly increased activity in sectors such as
real estate activities and professional, scientific, technical
and administrative activities.

The hypothesis of the direct link between the successor
company size and merger success has not been confirmed.
The graphical analysis showed an opposite dependence, i.e.
larger companies are unsuccessful to a lesser degree than
smaller companies. The reasons are probably the greater
negotiation power, economies of scope, and higher resistance
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